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Distribution Costs
A NEGLECTED FACTOR IN ACCOUNTING
By Harvey A. Andruss
Cost Accounting for Making and Selling Goods
Ascertaining the costs of manufacturing goods has long been an 
important phase of modern accounting. The factory system 
with its technological processes has become so complex that actual 
costs have been displaced to some extent by standard costs. The 
early availability of cost figures has become a prime necessity of 
business management. Figures for use in a current month must 
be available within a few days after the close of the previous 
month. Otherwise, they are of little value in making administra­
tive decisions.
Standard manufacturing costs have raised the question of find­
ing a similar standard for merchandising operations. Generally 
speaking, the gross profit for each department is the sole guide in 
the management of large trading concerns. Promotion or demo­
tion for the salesmen in each department depends on this figure. 
The expansion or the contraction of the activities of the depart­
ment depends on gross profit, which is a half truth. Would 
manufacturing concerns be satisfied with a unit cost found by 
dividing the number of units produced in any one month into 
the prime cost (the sum of direct materials and direct labor)? 
Why should trading concerns content themselves with finding 
only the departmental gross profit? Why not find the net 
profit for each trading department using the principles now 
recognized in the field of cost accounting for manufacturing 
concerns?
As in manufacturing cost accounting, the crux of the problem 
lies in the distribution of the indirect expenses among the various 
departments. May we not follow with some assurance the cost 
accounting experience of the past? Direct labor is frequently 
used as the basis for allocation of the indirect expenses if the man­
ufacturing process is one involving a large amount of human effort. 
Since selling goods demands the services of skilled salesmen, is it 
not reasonable to assume that the salaries paid to the salesmen in 
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each department are a valid basis for dividing the other expense 
among the departments?
The Classification of Factory, Selling and 
General Expenses
In any phase of business there are expenses or costs which tend 
to vary with the volume of the productive or selling activity. In 
times of depression, the factory decreases the amount paid to men 
in the form of wages, either by lessening the number of men em­
ployed or by a lower rate of wages. The trading business does 
not need as many clerks when the volume of sales begins to drop 
off, hence they resort to similar methods to decrease the amount of 
wages or salaries. Direct labor costs and sales salaries tend to 
grow larger with increased volumes of production or sales and 
tend to decrease when the volume of business in the factory or the 
store drops off.
To this type of costs or expenses the name of direct expenses is 
applied, since they vary in direct proportion to the volume of 
business. They are frequently referred to as “controllable ex­
pense” since they are not fixed by contract or circumstances. 
The term “variable expenses” is also used. All the descriptive 
adjectives are used for the purpose of differentiating these ex­
penses from the fixed or indirect expenses which remain about the 
same no matter what the change in the volume of the business 
may be.
Rent, heat, light, insurance, taxes and some phases of deprecia­
tion are costs which are incurred, no matter whether a wheel in the 
factory turn or whether a dollar’s worth of merchandise be sold. 
We have long referred to these as “overhead.” By using the 
descriptive words, “factory” or “general,” we have recognized 
that these expenses exist in both the factory and the store. 
These indirect expenses are referred to as non-controllable or 
fixed expenses. Either the legal aspects of contracts or other cir­
cumstances prevent the changing of the amount of these expenses 
over any short period of time.
Three Selling Situations
The method here illustrated is the division of selling and gen­
eral expenses among departments and salesmen using the direct 
selling costs as direct labor costs are used to distribute factory 
overhead in the field of manufacturing.
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The items included in direct labor selling costs depend on the 
situation and method of selling in a particular business. If the 
selling process is carried out:
First assumption
By counter salesmen as in a department store, the basis of al­
location may be salaries paid in each department and to each 
salesman. (Refer to second illustration.)
Second assumption
By traveling salesmen who, in addition to drawing a salary, 
incur expenses which are borne by the business. The basis 
should include traveling expenses combined with salary. 
(Refer to third, fourth and fifth illustrations.)
Third assumption
By office salesmen who incur expenses payable by the business 
with their salaries (with or without commissions) but occupy 
office or desk space, as salesmen in investment banking or in­
surance concerns. Then expenses are shared on the basis of 
salary, commissions and traveling expenses. (Refer to sixth 
and seventh illustrations.)
A Traditional Departmental Statement 
of Profit-and-Loss
The usual type of operating statement made by department 
stores or any other kind of business having department organiza­
tion is similar to the first illustration. For the sake of brevity 
only two departments and small amounts are used in this illustra­
tion. The total column serves as a view of the operation of the 
business as a whole.
First illustration
Dept. A % Dept. B % Total % 
Income from sales:
Sales........................................................... $50,000 100.28 $26,000 100.28 $76,000 100.28
Less—sales returns................................. 140 .28 75 .28 215 .28
Net sales................................................ $49,860 100.00 $25,925 100.00 $75,785 100.00
Coat of goods sold...................................... 36,500 73.21 20,100 77.53 56,600 74.68
Gross trading profit................................. $13,360 26.79 $ 5,825 22.47 $19,185 25.32
Operating expenses
Selling expenses: 
Salaries of sales clerks..................... $ 6,000
Other selling expenses......................... 2,500 $ 8,500
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General expenses:
Office salaries........................................ $ 2,800
Other general expenses........................ 5,000 $ 7,800
Total operating expenses........................ $16,300 21,51
Net profit.............................................. $ 2,885 3.81
The dollar sales volume of department B is more than one half 
that of department A; but, the gross trading profit of department 
B is less than one half that of department A. This means in effect 
that the mark-up in the two departments is not uniform. A 
glance will show that for every dollar’s worth of sales made in de­
partment B the gross profit is slightly over 22 cents; in department 
A the gross profit is over 26 cents. This means that each dollar’s 
worth of sales in department A makes 4 cents more than each 
dollar does in department B. The net profit for the business is 
3.8 cents on each dollar of sales. What is the rate of net profit 
per dollar in each department? Which department is earning 
more in terms of net profit?
Different Methods of Allocating Selling and 
General Expenses
The focal point of this discussion is the method of: (1) dividing 
the selling and general expenses between the departments so as to 
ascertain the net profit for each department; (2) determining the 
portion of the departmental net profit for which each salesman is 
responsible. Thus the productiveness or non-productiveness of 
each salesman is stated in terms of net profit or loss.
The allocation of factory overhead in a wide variety of ways 
testifies to the ingenuity of the cost accountant but frequently 
only serves to puzzle the management. There are probably as 
many ways of “spreading” selling and general expenses in a trad­
ing business.
Two methods are suggested for consideration. In a small un­
departmentalized trading business having a uniform mark-up or 
rate of gross profit the volume of sales in dollars may be taken as 
the basis. Each salesman will have charged against him his 
salary and other direct selling costs, such as commissions and 
travel expenses. In addition, he will share all other expenses 
in the same relation that his sales quota bears to the total sales 
for the business.
However, for the large departmentalized business the method 
here illustrated is based on the direct selling costs. These direct 
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selling costs include the salary, traveling expenses and commis­
sions of each department or each salesman. The departments 
share all other selling and general expenses in the same ratio that 
the direct selling expenses of each department bear to the total 
direct selling expenses for all departments.
After the direct selling expenses are divided among the depart­
ments, the direct selling expenses of each salesman must be care­
fully scrutinized. Ordinarily the sales manager keeps a record of 
the salary, commissions and traveling expenses of the individual 
salesman. He may also keep the actual sales quota of each sales­
man in terms of dollars. These data are ordinarily kept or are 
available through office routine or general accounting procedures 
carried on each fiscal period. The total of the salary, commis­
sions and traveling expenses paid (in each department) is the 
numerator of a fraction, while the total direct selling expenses 
paid in all the departments (or for all salesmen) is the denomina­
tor. This fraction is multiplied by all other expenses (indirect 
selling and general expenses) to find the amount to be allocated to 
each department or salesman. In other words, indirect expenses 
are allocated on the basis of direct selling costs in a manner 
parallel to the direct labor cost method used in manufacturing 
cost accounting.
Departmental Profit-and-Loss Statement 
(showing net profit)
If the amount paid for sales effort and its supervision in depart­
ment A is $3,500 and in department B, $2,500, the fraction,
$3,500 
$6,000 , equals 58.3%, which is the portion of indirect selling ex­
penses and general expenses to be borne by department A. The
fraction, $2,500$6,000 , equals 41.7%, the share of department B in the
indirect selling and general overhead. By using these rates the 
other indirect expenses will be divided as follows:
Second illustration (using first assumption)
Dept. A Dept. B Total
58.3% 41.7% 100%
($3,500) ($2,500) ($6,000)
Other selling expenses...................... ................ $1,458 $1,042 $2,500
Office salaries..................................... ................ 1,632 1,168 2,800
Other general expenses.................... ................ 2,915 2,085 5,000
Total........................................... ................ $6,005 $4,295 $10,000
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($970.00) means net loss for department B.
The effect of such a situation is reflected in the profit-and-loss
statement by net loss for department B.
Dept. A Dept. B Total
Income from sales:
Sales............................................................ . $50,000 $26,000 $76,000
Less—sales returns and allowances................ 140 75 215
Net sales......................................................... $49,860 $25,925 $75,785
Cost of goods sold............................................... 36,500 20,100 56,600
Gross trading profit.......................................... $13,360 $ 5,825 $19,185
Operating expenses:
Salaries of sales clerks...................................... $ 3,500 $ 2,500 $ 6,000
Other selling expenses...................................... 1,458 1,042 2,500
Office salaries..................................................... 1,632 1,168 2,800
Other general expenses..................................... 2,915 2,085 5,000
Total operating expenses............................. $ 9,505 $ 6,795 $16,300
Net profit................................................... $ 3,855 ($970) $ 2,885
Which Salesmen Are Productive?
(using second assumption)
If a salesman’s traveling expense account increases from $200 
to $300 in one month, how may we justify the increase? Is it 
possible to verify each item appearing in this expense account? 
Is the vital problem verification? Or is it justification of such an 
expense increase through increased sales volume?
Suppose we assume that our salesmen are not selling over the 
counter but are meeting customers outside the walls of our busi­
ness. Then the expense section of the operation statement might 
read:
















Let us further assume that salesmen 1, 2 and 3 are employed in 
department A and salesmen 4 and 5 in department B. Their 
salaries and traveling expenses are:
Department A Department B 
1        2           3   Total            4             5 Total
Salaries of salesmen. $1,500 $1,000 $1,000 $3,500 $1,200 $1,300 $2,500
Traveling expenses. . 600 500 400 1,500 300 200 500
$2,100 $1,500 $1,400 $5,000 $1,500 $1,500 $3,000
Using salaries and expenses of salesmen as the basis, the depart­
mental statement of profit and loss would appear as follows (the 
income from sales and the cost of goods sold sections are shown in 
the first and second illustrations):
Fourth illustration (using second assumption)
Dept. A Dept. B Total
Gross trading profit...................... . $13,360.00 $5,825.00 $19,185.00
Operating expenses:
Salesmen salaries....................... 3,500.00 2,500.00 6,000.00
Traveling expenses................... 1,500.00 500.00 2,000.00
(Basis of allocation)................. (5,000.00) (3,000.00) (8,000.00)
(Percentage rate)......................  (62½%) (37½%) (100%)
Other selling expenses.............. 312.50 187.50 500.00
Office salaries............................. 1,750.00 1,050.00 2,800.00
Other general expenses............ 3,125.00 1,875.00 5,000.00
Total operating expenses. . . $10,187.50 $6,112.50 $16,300.00
Net profit........................... $ 3,172.50 $ (287.50) $ 2,885.00
Now let us determine the productiveness of each of the sales­
men. The sales volume of each of the men is kept for a variety of 
purposes. The sales volume may now be used for determining 
the productiveness (in terms of gross profit) of each salesman.
Let us assume that the $49,860 net sales volume of department 
A is sold by:
Salesman Dollar sales volume
No. 1................................................................... $24,860
“ 2................................... ................................ 15,000
“ 3................................................................... 10,000
The $25,925 net sales volume of department B is sold by:
No. 4.................................................................... $15,925
" 5................................................................... 10,000
The cost of goods sold by each salesman and the gross profit 
earned may be derived by determining the gross profit rate for 
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department A. The gross profit rate for department A is found 
by dividing gross trading profit by the net sales. Thus, $13,360/$49,860 
is 26.795%, the gross profit rate for department A; $5,825/$$25,925 is 
22.468%, the gross profit rate for department B. The rate of 
gross profit is necessary to calculate the cost of goods sold, for 
which each salesman is responsible. The management then has
an opportunity to study variations in rates of gross profit as be­
tween the departments.
Using the rate of gross profit in department A as 26.795%, the 
cost of goods sold in the department is 73.205% (net sales 100%, 
minus gross profit 26.795%). The rate per cent of cost of goods 
sold in department B is 77.532% (net sales 100%, minus 22.468% 
of gross profit). It is necessary to determine the rate per cent of 
cost of goods sold in each department, since the mark-ups or gross 
trading profit tend to differ among departments. In this case 
the difference between the rate of gross profit in the two depart­
ments is 4.327% (77.532% minus 73.205%). This variation will 
make a difference in determining the gross profit and the result­
ing net profit for which each salesman is responsible.
With the use of these rates, the gross profit per salesman is 
determined by multiplying the net sales figure by the gross profit 
rate to find the amount of gross profit. For instance, salesman 
No. 1 has sold $24,860 worth of goods. By multiplying $24,860 
by 25.795% we find a gross profit of $6,661.25; also by multiply­
ing $24,860 by 73.205% we find the cost of goods sold, which is 
$18,198.75.
Fifth illustration
Analysis of salesmen and net profit (using second assumption)
1 2 3 4 5 Total
Sales..................... $24,860.00 $15,000.00 $10,000.00 $15,925.00 $10,000.00 $75,785.00
Cost of sales........ 18,198.75 10,980.75 7,320.50 12,346.80 7,753.20 56,600.00
Gross profit.........  $ 6,661.25 $ 4,019.25 $
Expenses:
Direct............... $ 2,100.00 $ 1,500.00 $
Allocated.........  2,178.75 1,556.25
2,679.50 $ 3,578.20 $ 2,246.80 $19,185.00
1,400.00 $ 1,500.00 $ 1,500.00 $ 8,000.00
1,452.50 1,556.25 1,556.25 8,300.00
Total............ $ 4,278.75 $ 3,056.25 $ 2,852.50 $ 3,056.25 $ 3,056.25 $16,300.00
Net profit. .. $ 2,382.50 $ 963.00 ($173.00)$ 521.95 ($809.45) $ 2,885.00
($173.00) and ($809.45) are net losses for which salesmen Nos. 3 and 5 are responsible.
In the above analysis the direct expenses are found by combin­
ing the salesmen’s salaries and the traveling expense for each 
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salesman. The combined totals of these two items of expense 
form the basis of allocation. Hence, salesman No. 1, $2,100; 
salesman No. 2, $1,500; salesman No. 3, $1,400 give a combined 
total of $5,000, which is the total of salesmen’s salaries and trav-
$2 100eling expenses for department A. The fraction multiplied 
by $5,187.50 (total indirect expenses) equals $2,178.75, the por­
tion of other selling expenses, office salaries and other general 
expenses allocated to salesman No. 1. By the same process using 
$1,500/$5,000 times $5,187.50, we find $1,556.25, the amount allocated 
to salesman No. 2. Salesman No. 3 is chargeable with $1,452.50
$1 400of the allocated expenses by use of the fraction The total
salesmen’s salaries and traveling expenses in department B are 
$3,000. Salesmen No. 4 and No. 5 are paid the same amount. 
Hence, they share the indirect expenses, $3,112.50, equally.
By subtracting the sum of the direct selling expenses and the 
indirect selling and general expenses (that is, the allocated ex­
penses) from the gross profit, we obtain the net profit or loss per 
salesman.
Although department A has shown a net profit, we find on 
analysis that salesman No. 3 is a “sub-marginal producer,” since 
he is responsible for a net loss of $173. Even though department 
B is operated at a net loss, we find that salesman No. 5 is respon­
sible for a net profit of $521.95.
The outcome of this analysis may be that salesmen Nos. 3 and 
5 will be given a sales quota in excess of $10,000. If this sales 
quota is not reached in the coming periods, the continuance of 
their employment will be seriously considered.
Third Assumption Illustrated
Frequently salesmen meet their customers outside the walls of 
the business but have office or desk space provided under the same 
roof as the administrative, stenographic and clerical employees. 
In these circumstances the indirect selling and general expenses 
may be divided among departments and salesmen on the basis of 
the directly traceable costs of each individual salesman.
The general overhead, composed of rent, taxes, depreciation, 
light, heat, etc., is shared by the departments according to direct 
selling costs. Then departmental costs are divided among the 
salesmen on the same basis.
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Office salaries and miscellaneous general expenses (telephone, 
telegraph, postage, supplies) are shared by the departments ac­
cording to direct selling expenses (salesmen’s salaries, traveling 
expenses and commissions). Then salesmen divide the depart­
mental total among themselves using the same basis, namely, the 
relation of the departmental direct selling expenses to the total 
direct selling expenses.
Let us assume the expense section to be as follows:
Selling expenses: 
Salaries of salesmen.......................................................... $6,000
Traveling expenses................................................................ 2,000






Light and heat....................................................................... 300
Miscellaneous general expenses........................................... 500 7,800
Total expenses.................................................................... $16,300


























Total dept. A.......... $3,500 $1,500
Department B
$350 $5,350 62.94
No. 4................................. $1,200 $ 300 $150 $1,650 19.41
“ 5................................. 1,300 200 1,500 17.65
Total dept. B.......... $2,500 $ 500 $150 $3,150 37.06
Total dept. A and B $6,000 $2,000 $500 $8,500 100.00
The general expenses, amounting to $7,800, are to be divided 
between the two departments and among the five salesmen on the 
basis of the relation between the salaries, traveling expenses and 
commissions paid each salesman to the total direct selling ex­
penses ($8,500). By referring to the records kept with each in­
dividual salesman (by the sales manager or in the general account­
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ing records) we find that the percentage rate in the case of each 
salesman is:
Sixth illustration (using third assumption)
Salesmen Amounts Rate
No. 1....................................................................... $2,325 27.35%
“ 2....................................................................... 1,625 19.12%
“ 3....................................................................... 1,400 16.47%
Total department A 62.94%
No. 4....................................................................... 1,650 19.41%
“ 5....................................................................... 1,500 17.65%
Total department B 37.06%
Total for departments A and B 100.00%
The operating statement will appear as follows: (Income from 
sales and cost of goods sold are omitted. See page 214 for details.)
($215.64) represents the net loss of department B.
Dept. A Dept. B Total
Gross trading profit......... $13,360.00 $5,825.00 $19,185.00
Operating expenses:
Salesmen’s salaries.......... (a) 3,500.00 (a) 2,500.00 6,000.00
Traveling expenses.......... (a) 1,500.00 (a) 500.00 2,000.00
Commissions.................... (a) 350.00 (a) 150.00 500.00
(Basis of allocation) .... (5,350.00) (3,150.00) (8,500.00)
(Department rate)......... 62.94% 37.06% 100.00%
Office salaries................... (b) 1,762.35 (b) 1,037.65 2,800.00
Rent.................................. (b) 2,014.08 (b) 1,185.92 3,200.00
Taxes................................. (b) 251.76 (b) 148.24 400.00
Depreciation.................... (b) 377.64 (b) 222.36 6.00
Light and heat................ (b) 188.82 (b) 111.18 300.00
Miscellaneous Expense. . (b) 314.71 (b) 185.29 500.00
Total operating ex-
penses....................... $10,259.36 $6,040.64 $16,300.00
Net profit..................... $ 3,100.64 ($215.64) $ 2,885.00
The analysis of each salesman’s results to determine the 
net profit for which he is responsible may be done in the same 
manner as shown in the fifth illustration. Since the gross 
profit for each of the salesmen is the same it is not shown in detail.
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Seventh illustration
Net profit per salesman (using the third assumption) 















Direct......................... $2,325.00 $1,625.00 $1,400.00 $1,650.00 $1,500.00 $ 8,500.00
(See sixth illustration) 
Allocated:
Office salary.............. $ 765.80 $ 535.36 $ 461.16 $ 543.48 $ 494.20 $ 2,800.00
Rent........................... 875.20 611.84 527.04 621.12 564.80 3,200.00
Taxes......................... 109.40 76.48 65.88 77.64 70.60 400.00
Depreciation............. 164.10 114.72 98.82 116.46 105.90 600.00
Light and heat........... 82.05 57.36 49.41 58.23 52.95 300.00
Misc. expense............ 136.75 95.60 82.35 97.05 88.25 500.00
Total...................... $2,133.30 $1,491.36 $1,284.66 $1,513.98 $1,376.70 $ 7,800.00
Total expense........ $4,458.30 $3,116.36 $2,684.66 $3,163.98 $2,876.70 $16,300.00
Net profit (loss)... $2,202.95 $ 902.89 $ (5.16) $ 414.22 $ (629.90) $ 2,885.00
It should be noted that, even though department B shows a 
net loss, salesman No. 4 is really productive in the sense that he 
is responsible for a net profit. In department A, salesman No. 3 
is a marginal producer. Thus a sales volume of $10,000 results 
from paying a salary of $1,000 to which is added $400 in traveling 
expenses. Might it not be possible to put salesman No. 5 on the 
same basis as that of salesman No. 3? Or an increased sales 
quota of, say, $12,500 might be assigned to salesman No. 5 for the 
following fiscal period.
Other Methods of Distributing Selling and 
General Expenses
If it is thought desirable and the cost of keeping such records is 
worth the effort, the selling and general expenses are sometimes 
charged against the department authorizing the expenditure. 
This department is presumed to receive the benefit from the goods 
or services consumed in the distributing of commodities. This 
has been done in a few retail bond houses. Auxiliary cost records 
must be kept, in addition to the general accounting records. 
This means a greater volume of record-keeping and the informa­
tion regarding distribution costs must be worth the added expen­
ditures for keeping records.
If the rate of gross profit or mark-up is uniform for all depart­
ments on all articles sold, the dollar volume of sales may be used 
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as the basis for dividing the indirect selling expenses and the gen­
eral expenses among the departments and the salesmen. In a 
small undepartmentalized business, this method of dividing all 
expenses, other than direct selling expenses, among the several 
salesmen may be used with success. It is probably more equi­
table in this type of a business, since the mark-up is apt to be the 
same throughout the business on all kinds of commodities sold. 
If the margin of profit varies among departments or on the goods 
sold, probably the direct salary costs are a better basis for dis­
tributing the other selling and general expenses.
Of course, the easiest and most inequitable method is the equal 
division of expenses among the departments and then among the 
salesmen. This method presumes that sales volumes of depart­
ments and the mark-ups on all classes of commodities are ap­
proximately the same. This situation is not apt to exist in a large 
departmentalized business, hence this method should be used in 
only a small number of instances.
Choice of a Basis of Allocation
As long as selling is a human and not a mechanical process, the 
salesman is the motivating force of the transaction which results 
in the customer’s having the goods and the store’s having the 
money, either at once or in the future.
In an undepartmentalized business, having several salesmen, 
the productiveness of each salesman in terms of net profit or loss 
may be determined by using the relation of the sales quota of each 
salesman to total sales as the basis for dividing the indirect selling 
and general expense. This is probably the most equitable and 
practical way to divide expenses among salesmen in a small 
business.
In a large departmentalized business direct selling costs, such as 
salaries, commissions and traveling expenses, may be used as a 
basis for dividing all other selling and general expenses among the 
departments and salesmen. However, several considerations 
should be kept in mind:
(1) Do the salesmen’s salaries (combined with traveling ex­
penses and commissions) compose a large fraction of the 
total selling and general expenses? To form a valid basis 
for the allocation of indirect expenses they should amount 
to at least 30% of the total expense of this group.
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(2) Has a careful study been made of the departments and the 
salesmen in them, so as to determine the place in which the 
sales effort is expended? (In the case of persons dividing 
their time between departments, a division of salary should 
be carefully made.)
(3) What consideration should be given to salaries other than 
sales salaries? (These salaries, such as those paid to the 
record-keeping and accounting, stenographic and filing em­
ployees, may be considered to be directly responsible for the 
recording, communicating and preserving of the history 
and effects of sales transactions. The department with the 
largest amount of sales salaries is expected to do the largest 
amount of business, hence it must bear a lion’s share of 
the salaries paid to employees not engaged in selling, who 
devote their efforts to certain necessary business activi­
ties which vary with volumes of goods sold.)
If the statements of profit and loss for departmental trading 
businesses are made to show the net profits, rather than the gross 
profits, the burden of the argument here set forth will be justified.
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